Introduction
Contracts matter, 1 and we believe that they are worthy of "serious scholarly consideration."
2 Empirical studies of contracts have become more common over the past decade, 3 but the range of questions addressed by these studies is narrow, inspired 1 Contracts sometimes matter in litigation. See, e.g., D. Gordon Smith, Independent Legal Significance, Good Faith, and the Interpretation of Venture Capital Contracts, 40 WILLAMETTE L. REV. 825 (2004) (discussing the interpretation of venture capital contracts in Delaware). For a fascinating study of the importance of formal legal rules or procedures in the Japanese tuna market, see Eric A. Feldman, The Tuna Court: Law and Norms in the World's Premier Fish Market, 94 CAL. L. REV. 313 (2006) . Stewart Macaulay provides a less sanguine view of the role of contracts in litigation:
There are relatively few contracts cases litigated, and those that are have special characteristics. Few of those cases litigated produce anything like adequate compensation for the injuries caused. Frequently, limitations on liability in written contracts block remedies based on the reasonable expectations of the party who did not draft the instrument. At best, formal legal procedures usually are but a step in a larger process of negotiation. Filing a complaint and pre-trial procedure can be tactics in settlement bargaining; appeals often prompt reversals and remands, leaving the parties to settle or face continuing what seems to be an endless process. When final judgments are won, often they cannot be executed because of insolvency. Contract, 1985 WIS. L. REV. 465, 468. Contracts matter in in end-game scenarios. Robert P. Bartlett, III, Venture Capital, Agency Costs, And The False Dichotomy Of The Corporation, 54 UCLA L. REV. 37, 100 (2006) (arguing based on anecdotal evidence that "VC investors have few legal disputes because, when reputational incentives for cooperation fail, they have negotiated an elaborate set of contracts to address the risk of interinvestor conflict"); Lisa Bernstein, Merchant Law In A Merchant Court: Rethinking The Code's Search For Immanent Business Norms, 144 U. PA. L. REV. 1765 REV. , 1800 REV. -01 (1996 ("the terms of a written contract are viewed as relevant primarily when transactors have decided not to deal again, that is, when their relationship is at an end-game").
Stewart Macaulay, An Empirical View of
Contracts may contribute to economic development. Michael Trebilcock & Jing Leng, The Role Of Formal Contract Law And Enforcement In Economic Development, 92 VA. L. REV. 1517 , 1519 (arguing that formal contract law and enforcement are important to economic development because "the presence of large, long-lived, highly asset-specific investments, as well as the prevalence of increasingly complex trade in goods and services that often occurs outside of repeated exchange relationships").
Contracts also have symbolic functions. See Mark C. Suchman, The Contract as Social Artifact, 37 LAW & SOC'Y REV. 91, 111 (2003) ("contract rituals provide symbolic reassurance that the parties are entering into a predictable, controllable, and mutual relationship within a social order composed of voluntary arm's-length exchanges between equally endowed strangers"). These, along with the "technical" functions of contracts, may provide assurance to contracting parties. See, John McMillan & Christopher Woodruff, Private Order Under Dysfunctional Public Order, 98 MICH. L. REV. 2421 , 2421 ("Businesspeople need contractual assurance"). Barak Richman suggests an alternative formulation -"Businesspeople need transactional assurance" -to emphasize the existence of enforcement mechanisms other than courts and reputational constraints. Barak D. Richman, Firms, Courts, and Reputation Mechanisms: Towards A Positive Theory Of Private Ordering, 104 COLUM. L. REV. 2328 , 2329 primarily by economic theories, 4 which focus on the role of contracts in mitigating ex post opportunism. 5 We contend that economic theories do not adequately explain many commonly observed features of contracts, and we offer four organizational theories to supplement -and in some instances, perhaps, challenge -the dominant economic accounts. The purpose of this Article is threefold: first, to describe how theoretical perspectives on contracting have motivated empirical work on contracts; second, to highlight the dominant role of economic theories in framing empirical work on contracts; and third, to enrich the empirical study of contracts through application of four organizational theories: resource theory, learning theory, identity theory, and institutional theory. 6 Outside the economics literature, empirical studies of contracts are rare. 7 Even management scholars and sociologists, who generated the four organizational theories just mentioned, largely ignore contracts, both in theoretical and empirical analysis. 8 Nevertheless, we assert that these organizational theories provide new lenses through which to view contracts. While economic theories of contracting focus primarily on one received much attention in empirical work." R. Glenn Hubbard & Robert Weiner, Efficient Contracting and Market Power: Evidence From the U.S. Natural Gas Industry, 34 J. L. ECON. 25 (1991) . 4 We use the term "economic theory" to describe the three pillars of the economic theory of contracts: incentive theory, transaction cost theory, and property rights theory. Following Bolton and Dewatripoint, we refer to transaction cost theory and property rights theory together as "incomplete contract theory." PATRICK BOLTON & MATHIAS DEWATRIPOINT, CONTRACT THEORY 490-91 (2005) . We discuss each of these economic theories and their implications for the empirical study of contracts in Part I, infra.
We do not intend to imply that the four organizational theories described in Part III are "noneconomic" in any fundamental way. Rather, the basis for the distinction between "economic theories" and "organizational theories" is the disciplinary origin of each of the theories. Economic theories were developed in economics journals, and organizational theories were developed in strategy and management journals.
purpose of contracts -mitigating ex post opportunism -the four organizational theories help us understand the multiple purposes of contracts. 9 Organizational theories attempt to explain why organizations do what they do. Contracts are a worthy object of study using organizational theories because contracts often are created by organizations, and, in turn, each contract creates a new organization.
10 Our focus on contracts should not imply the primacy of contracts over other forces -markets, norms, statutes, regulations, common law, etc. -that determine the structure and governance of contractual relationships. Rather, contracts are a particular kind of social artifact that "symbolize social categories and influence and constrain social action." 11 In short, contracts make organizations possible by providing an impetus for sustained collective organizing. Thus, analyzing contracts allows us to tell different theoretical stories about organizations. By empirically examining contracts using different theoretical perspectives, we gain useful insights into the social and economic processes that motivate organizational behavior. Among the expected benefits of studying contracts more closely is that we will have a better understanding of the context in which contracts are negotiated, maintained, adapted, and enforced.
In Part I we trace the development of legal and economic theories of contract, paying special attention to the nature of the empirical work generated by these theories. We begin with a description of classical and neoclassical contract law and their affinity to neoclassical economics. The prototypical contract under all of these theories was the spot contract, where the most important variables are quantity, quality, and price. In such contracts, "no relation exists between the parties apart from the simple exchange of goods." 12 As one would expect, these theories did not inspire empirical research on the form or structure of contracts.
Indeed, the initial motivation for empirical research on contracts did not arise from a desire to understand the contracts themselves, but rather from a desire to show that contracts were embedded in social relations. Relational contract theory developed as a reaction to the unrealistic portrayal of contracts in classical and neoclassical contract law and neoclassical economics. Relational contract theory emphasizes the importance of social context in the governance of contractual relationships. Though empirical work on relational contract theory has flourished, the focus of this work is on the non-contractual attributes of contractual relationships, rather than on the contracts themselves.
Ironically, interest in the empirical study of contracts was inspired, in part, by relational contract theory. By rejecting the image of contracts as complete embodiments 9 For economists "contract theory" is "the theory of incentives, information, and economic institutions." BOLTON & DEWATRIPOINT, supra note 4, at 2. Though economic analysis of contracts touches many other topics, most importantly risk and uncertainty, "contract theory" is motivated principally by concerns about ex post opportunism.
of an agreement, relational contract theory made the form and structure of contracts interesting. We describe the development of the three pillars of the economic theory of contracts -agency theory, transaction cost theory, and property rights theory -each of which is motivated by the desire to explicate the mechanisms used by contracting parties to protect against ex post opportunism.
Having laid the theoretical foundations for the empirical study of contracts, we report in Part II on our survey of recent empirical work on contracts in leading journals in economics, financial economics, law and economics, strategy and management, sociology, and law. As already noted, these studies rely heavily on economic theory, and the questions addressed by the studies almost inevitably revolve around ex post opportunism.
Despite the centrality of opportunism to economic theory, economists debate amongst themselves the importance of opportunism as a motivation for contractual form and structure. When Oliver Williamson imagines relationships in a world without opportunism, he sees little that we would recognize as a sophisticated contract, but only a "general clause, to which both parties would agree, to the effect that 'I will behave responsibly rather than seek individual advantage when an occasion to adapt arises' ...."
13
Meanwhile, Ronald Coase has eschewed opportunism as a meaningful motivation for contractual structure, suggesting that reputational constraints usually prevent opportunistic behavior.
14 This disagreement has caused some economic theorists to attempt an "opportunism-independent theory of the firm," 15 which presumes that "contracts can have functions beyond merely those of incentive alignment to prevent wrongdoing." 16 We do not attempt to describe the role of opportunism in motivating contractual form or structure, but we contend that contracts have many functions beyond the technical task of aligning incentives. In Part III we present four organizational perspectives on contracts. While space does not permit a complete examination of any of the organizational perspectives in a specific contractual context, we offer several potential applications of each organizational perspective to real-world contracts.
13 Oliver E. Williamson, Transaction-Cost Economics: The Governance of Contractual Relations, 22 J.L. & ECON. 233, 241 (1979) . Williamson does not say that contracts would be superfluous. Indeed, the general clause that he describes would appear in a contract. Williamson also asserts that "the gaps in longterm, incomplete contracts could be faultlessly filled in an adaptive, sequential way" by the use of such a clause. Moreover, the notion that the parties might have "occasion to adapt" suggests that they have committed to a course of action via contract.
14 Ronald H. Coase, The Nature of the Firm: Influence, 4 J. L. ECON. & ORG. 33, 44 (1988) ("the propensity for opportunistic behavior is usually effectively checked by the need to take account of the effect of the firm's actions on future business"). 15 See, e.g., Harold Demsetz, The Theory of the Firm Revisited, 4 J. L. ECON. & ORG. 141 (1988) . 16 See, e.g., James H. Love, On the Opportunism-Independent Theory of the Firm, 29 CAMBRIDGE J. ECON. 381 (2005) .
I. Legal and Economic Conceptions of Contracting
Contract law comprises a set of technical rules that, among other things, prescribe the requirements of contract formation, 17 provide certain bases for avoiding performance of contracts, 18 and describe various legal and equitable remedies for breach of contract.
19
Economic analysis of contract law strives "to provide an explanation of existing legal rules, and to provide a basis for criticizing or defending those rules." 20 For present purposes, we are not interested in the doctrinal content of contract law per se, nor are we interested in economic analysis of contract law. 21 Instead, we are interested in the conceptions of contracting that undergird both legal doctrine and economic theory. In the following sections, we describe briefly the development of those conceptions and the effect of that development on empirical studies of contracts.
22

A. Classical and Neoclassical Contract Law & Neoclassical Economics
Classical contract law comprised a set of general principles, from which rules governing specific cases could be derived. 23 Though the development of classical contract law was a group effort, it is most closely associated with Samuel Williston. Through his renowned treatise 24 and his later work on the first Restatement of Contracts, 25 Williston constructed a system under which contracting parties with moreor-less equal bargaining power engaged in arm's-length bargaining over discrete transactions. The obligations of the parties were expressed in documents, which memorialized completely the agreed-upon terms of the deal.
Williston and his cohorts were formalists, 26 though their formalism was borne of pragmatism. 27 They believed that contract law should serve as a "rough-and-ready device to help practical people achieve their commercial goals with elementary justice."
28 Like most students of contract law, however, their method for ensuring the relevance of their work to real-world contracts might best be described as casual empiricism. Rev. 607, 608-09 (1999) ("To the classical formalists, law meant … a scientific system of rules and institutions that were complete in that the system made right answers available in all cases; formal in that right answers could be derived from the autonomous, logical working out of the system; conceptually ordered in that ground-level rules could all be derived from a few fundamental principles; and socially acceptable in that the legal system generated normative allegiance."). 27 Mark L. Movsesian, Rediscovering Williston, 62 WASH. & LEE L. REV. 207, 213-14 (2005) (for Williston "formalism's appeal lies in the fact that it promotes the important everyday benefits of simplicity, predictability, and comprehensibility"). 28 Id. at 216. 29 Mark Movsesian describes Williston's views on empirical legal scholarship as follows:
[W]hile he shows no inclination to do empirical work himself, Williston has surprisingly good things to say about law in action. Williston argues that empirical research, particularly on procedural issues, can provide "necessary information on which the development of the law may properly proceed." … Still, Williston thinks that practical problems inherent in empirical scholarship counsel caution. "It is generally impossible to obtain a controlled experiment of the effect of a legal rule," he writes. "So many factors enter into the ultimate result that reasonable certainty as to the effect of the rule is hard to obtain." That does not mean that empirical work should cease, only that scholars should be wary of relying too heavily on studies that are frequently ambiguous. Fortunately, he believes, some of the practical benefits of traditional legal analysis do not require scientific confirmation. Common sense suggests that, all things being equal, simplicity, predictability, and logical coherence in law promote social welfare. As a result, Williston argues, the burden is on the Progressives. Unless empirical work clearly shows that traditional legal reasoning leads to bad social results, jurisprudence should stick to standard doctrinal arguments. The distinguishing attributes of neoclassical contract law include the doctrine of unconscionability, the duty of good faith, trade usage, and the increased use of reliance as a basis for liability. Each of these innovations suggests a more socialized conception of contract than appears in classical contract law. Nevertheless, both classical and neoclassical contract law rely heavily on a stylized image of exchange involving two roughly equal parties.
Id
This image also appears in neoclassical economics, in which the paradigmatic exchange is exemplified by the Edgeworth Box. In this model, two parties allocate two goods between themselves, and the box is used to represent those allocations graphically. Though any point within the box is a feasible allocation, the fundamental insight illustrated by the box is that any exchange that improves the welfare of one of the parties without reducing the welfare of another is Pareto optimal. The exchanges represented in the Edgeworth Box do not allow for uncertainty or asymmetric information. As a result, contracts are viewed as complete. Not surprisingly this view of exchange relationships did not encourage empirical study of contracts.
B. Relational Contract Theory
When Stewart Macaulay began teaching Contracts at the University of Wisconsin Law School in 1957, he was 26 years old. 34 He had never practiced law, and he did the sensible thing by adopting the casebook used by his more experienced colleagues: LON FULLER, BASIC CONTRACT LAW. 35 Macaulay's father-in-law -Jack Ramsey, the retired General Manager of S.C. Johnson & Son -was not impressed with the casebook. According to Macaulay, Ramsey "thought that much of it rested on a picture of the business world that was so distorted that it was silly."
36
To assist Macaulay in gaining real-world perspectives on contracts, Ramsey arranged for a series of meetings with corporate executives that became the basis of Macaulay's seminal article, "Non-Contractual Relations in Business: A Preliminary Study." 37 As indicated by the title, Macaulay focused on non-contractual relations -how We cannot reach the question of what holds together the various transactions in which manufacturers engage until we explode the myth that legal sanctions, or fear of them, constitute the social glue. Only then can we ask what replaces legal sanctions, or, as Macaulay put it, why relatively non-contractual practices are so common. Macaulay's tentative answers, although confined to the manufacturers he studied, provide a start on developing more general relational principles.
Id. James Fox identifies various strands of relational contract theory:
There is law-and-economics based relational contract theory, Ian Macneil's foundational relational contract theory and its cousin law-and-society relational contract theory, libertarian relational contract theory, and liberal communitarian relational contract theory. There is a sharp contrast between the profundity of Macneil's work and the, as he himself recognizes, still disappointing reception of that work. So far as this is an intellectual Exchange relations occur "in various patterns along a spectrum ranging from highly discrete to highly relational." 52 The primary determinants of the placement of a contractual relationship on this spectrum are the duration of the relationship, the thickness of future ties between the contracting parties, and the clarity of future rights and obligations. Regardless of the position on the spectrum, every contractual relation comprises certain behaviors, and the patterns of behavior across many relations gives rise to norms.
53
Other legal scholars were slow to embrace Macaulay and Macneil. 54 When the derivative legal scholarship began to emerge, much of it focused on the implications of relational contracting theory for legal doctrine.
55 Though Macneil described his method matter, it can largely be put down to the widespread interpretation of Macneil that he claims there is a separate "relational" category of contracts. This is, at best, thought to be a claim about a perhaps interesting but certainly marginal category or contracts other than classical or discrete contracts. Macneil is widely thought to have described a "spectrum" on which relational contracts are placed at the opposite pole to classical or discrete contracts. But though there certainly is warrant for this interpretation of Macneil, the main intended thrust of his work is not so much to distinguish the relational from the discrete contract but to reveal the relational constitution of all contracts.
Campbell, supra note 44, at 5. 52 Macneil, Sociology, supra note 47, at 275. 53 The creation of norms by contracting parties takes place against a background "social matrix," which consists of "the common sociality essential for all human activity [including shared meanings and language] and the political limits to self-interest which prevent economic competition from decaying into war … or parasitism." See Campbell, supra note 44, at 14. (2000) ("a continuing challenge is for courts to recognize the special characteristics of relational contracts and to develop a set of default rules that are more responsive to the problems that those characteristics generate").
in vaguely empirical terms, 56 his relational contract theory was highly abstract and did not include explicitly any contracts as primary data. 57 To the extent that relational contract theory inspired empirical work among law professors, that work tended to focus on the non-contractual dimensions of contractual relationships. 58 The overarching lesson from these studies is that "[l]egal doctrine and legal recourse often matter very little …, since most transactions are governed, in practice, by informal community norms, enforced by informal social sanctions." 59 Not surprisingly, Macaulay's and Macneil's sociological approaches found an audience beyond the legal academy among economic sociologists and management
Macneil planted the seeds of this doctrinal research agenda in the "Postscript" to The Many Futures of Contract, supra note 48, at 805. Provoked by several readers of a late draft of the article, Macneil offered some preliminary thoughts on possible connections between relational contract theory and the "real world." Id. at 806. He framed the issue in terms of the "legal implications of the proposed theoretical analysis," id. at 807, and he used two legal rules as illustrations.
Macneil acknowledged, "it is quite plain that acceptance of this analysis as a jurisprudential framework would work no general overthrow of present transactional contract doctrines." Id. at 813. 
scholars.
60 Scholars utilized this approach to understand how relational attributes, such as trust and reciprocity, enhanced inter-firm cooperation and improved the performance of partnering firms.
61
Sociologists attempt to explain social action, 62 but contracts typically have been viewed as an exogenous variable in the analysis of social action.
63 Stated another way, contracts often are treated as the "law on the books," while the behavior of the contracting parties is analyzed as the "law in action." Implicit in this dichotomy is the assumption that the "law on the books" is secondary to other forces in explaining human behavior. 64 Perhaps we should not be surprised to find, therefore, that sociologists largely ignore contracts.
65
C. Agency Theory
When economists speak of "relational contracts," they imagine "self-enforcing" agreements, meaning that "some credible future punishment threat [other than judicial enforcement] in the event of noncompliance induces each party to stick to agreed terms. REV. 660 (1998) . 62 See MAX WEBER, THE THEORY OF SOCIAL AND ECONOMIC ORGANIZATION 88 (The Free Press 1947) (defining sociology as "a science which attempts the interpretive understanding of social action in order thereby to arrive at a causal explanation of its course and effects"). 63 In this regard, contracts are treated like legal sanctions, reputational threats, social bonds, or any other control mechanism. 64 See Macaulay, Empirical View, supra note 1, at 467 ("Contract planning and contract law, at best, stand at the margin of important long-term continuing business relations."). 65 Cf. Argyres et al., supra note 8, at 3 (speculating that the lack of empirical work on contracts in the strategy or management literature "may be due in part to the heavy emphasis in the management literature on the role of trust in interorganizational relationships, which follows from Macaulay's (1963) classic work on noncontractual relations in business, and the corresponding skepticism about the importance of business contracts in governing interorganizational relationships").
Mark Suchman recently outlined a "multipronged artifactualist research agenda" that would emphasize the "serious scholarly consideration of contracts as things." Suchman, supra note 1, at 91. His "contract-as-artifact" approach "would ask what we might learn about social structure and exchange relations if we were to think of these documents as significant social artifacts in their own right." Id. at 96. 66 BOLTON & DEWATRIPOINT, supra note 4, at 461-62 (2005) . Of course, agreements of this sort need not be "contracts" at all in a legal sense. See RESTATEMENT (SECOND) OF CONTRACTS § 1 (1981) ("A relationship that is more complex than the simple exchange of goods or services of neoclassical economics. In simplest terms, agency theory highlights problems that arise in relationships between economic principals and economic agents.
67
Legal scholars tend to associate agency theory with the concept of "agency costs" as described in the oft-cited article by Jensen and Meckling, 68 but the heavy lifting of formalizing agency theory was performed by Bengt Holmström, Paul Milgrom, and Jean Tirole. 69 Generally speaking, agency theory focuses on the incentives of agents to act in ways that maximize the value of their contractual relationships. Under this view, the role of contracts is to adjust the agent's incentives, 70 usually by structuring compensation to vary within a range of potential outcomes or by creating myriad "monitoring" or "bonding" menchanisms to ensure the fidelity and effort of an agent. The primary obstacle to this incentive structuring is the potential for "moral hazard"
71 -the risk that agents will underinvest time, energy, or assets ("shirking") or that an agent will contract is a promise or a set of promises for the breach of which the law gives a remedy, or the performance of which the law in some way recognizes as a duty"). Economists typically use the term "formal contracts" when they wish to impart the notion of legal enforceability. See, e.g Moral hazard is one of two fundamental problems facing principals who act through agents, the other being "adverse selection." Adverse selection occurs when the principal chooses an agent who is not capable of performing up to the principal's standards. 74 The notion is that principals make this sort of mistake because some attribute of an agent is unobservable to the principal. 75 As a result, adverse selection is sometimes characterized as an information problem, while moral hazard is cast an incentive problem.
76 This is slightly misleading, of course, because moral hazard is also an information problem that arises because the agent's actions are unobservable to the principal. The most important point for present purposes, however, is that adverse selection is best addressed theough ex ante measures -screening by the prospective principal or signaling by the prospective agent 77 -whereas moral hazard is best addressed through ex post incentive alignment. Each of these functions may be performed by contracts.
Empirical work on agency theory is extensive and includes some studies of actual contracts. Marcel Kahan and David Yermack's study of covenants and convertibility in debt securities nicely illustrates the use of agency theory in an empirical study of contracts. 78 Kahan and Yermack assemble a dataset of 64 convertible and 128 straight public bond issues from 1993 and 1994 and observe: "all types of covenants are almost invariably omitted from convertible debt contracts, although they are included in a large majority of straight debt issues of similar credit quality."
79
In attempting to elucidate this contracting pattern, Kahan and Yermack turn to Jensen and Meckling, who explain why firms that use debt as part of the capital structure might pursue higher-risk investment strategies than firms that are financed completely with equity. According to Jensen and Meckling, an equity-holder may be able to increase his expected return at the expense of bondholders "by promising to take [a] low variance project, selling bonds and then taking [a] high variance project he can transfer wealth from the (naïve) bondholders to himself as equity holder."
80
Of course, most bondholders are not naïve, and they take steps to prevent equityholders from redistributing wealth in this way. For example, Jensen and Meckling suggest that bondholders might simply adjust the valuation of the firm downward at the time of investment, thus imposing on the equity-holders any costs associated with the possibility that they might later increase the riskiness of the firm's investment strategy. The difference in value between a firm that is financed completely with equity and a firm that includes debt financing is the "agency cost" of issuing debt. 81 Equity-holders bear the burden of agency costs and have a strong incentive to mitigate those costs. Equity-holders might reduce the agency cost of issuing debt by agreeing to cabin their discretion through covenants, such as a covenant limiting the incurrence of additional indebtedness or a covenant requiring the firm to maintain of a specified level of working capital. Writing and enforcing such covenants may be costly, but as long as the covenants produce benefits (in the form of increased firm valuation) exceeding the costs, equity-holders have an incentive to include such covenants in debt contracts.
Jensen and Meckling also discussed, but did not formally model, convertibility as a means of reducing agency costs. 82 Other financial economists later explored this issue, 83 allowing Kahan and Yermack to assert with confidence, "Making bonds convertible into equity at the debt-holder's option represents another method for reducing the agency costs of debt." 84 Borrowing these insights from financial economics and combining them with the observation that "covenants are almost invariably omitted from convertible debt contracts," Kahan and Yermack were able to suggest a new rationale for convertibility: "the avoidance of restrictive covenants in situations when they are expected to be costly." 85 For present purposes, the most interesting feature of Kahan and Yermack's study -as well as the other studies in the sample that rely on agency theory 86 -is the attempt to show that some aspect of contract design is motivated by the desire to reduce agency 80 costs. Agency costs travel under myriad aliases, including "transaction costs," 87 and economists distinguish between these costs and the "frictional costs that are associated only with production (e.g., transportation costs)." 88 In simplest terms, agency costs are costs incurred in an attempt to exploit or prevent exploitation of incomplete information.
89 So understood, agency costs are not "simply ordinary costs that enter the cost function like all others." 90 Instead, agency costs are the costs associated with moral hazard and opportunism. Agency theory and incomplete contract theory, discussed in the next section, are united by their placement of these costs at the center of their respective accounts of contractual relationships. 4 (1991) . Allen defines "transaction costs" as follows:
D. Incomplete Contract Theory
Transaction costs are the resources used to establish and maintain property rights. They include the resources used to protect and capture (appropriate without permission) property rights, plus any deadweight costs that result from any potential or real protecting or capturing.
Id. at 3. 88 
Id.
89 Allen claims that transaction costs, so defined, arise in three situations: (1) "coerced exchanges -better known as theft"; (2) expenditures designed to deter theft ("locks, guard dogs, and hand guns") or commit theft ("picks, mace, and more hand guns"), as well as "efforts to prevent or take advantage of appropriable rents"; and (3) "effort to capture the weath of others and to prevent one's own wealth from being taken," which effort is present in every voluntary exchange. Id. at 4. 90 Id. at 12. For this reason, Allen asserts, "Associating transaction costs with taxes is just plain wrong." Id. at 12. 91 See, e.g., MACNEIL, THE NEW SOCIAL CONTRACT, supra note 12, at xii-xiii (observing that the "aged hoariness" of relational contract "is merely obscured by the temporary brilliance of its mutated cousins, the contract of classical and neoclassical economics and the classical contract law of Pothier, Langdell, Pollock, Holmes, and Williston"); Stewart Macaulay, Contracts, New Legal Realism, and Improving the Navigation of the Yellow Submarine, 80 TUL. L. REV. 1161 REV. , 1177 REV. (2006 101 Robert Gibbons describes the property rights theory as the "inverse" of TCE: "where [TCE] envisions socially destructive haggling ex post, the property-rights theory assumes efficient bargaining, and where [TCE] is consistent with contractible specific investments ex ante, the property-rights theory requires non-contractible specific investments." Gibbons, supra note 6, at 7.
In their excellent synthesis of economic theories of contract, Bolton and Dewatripoint refer to incomplete contract theory as "both a substantive and methodological break" from agency theory. 103 Where agency theory focuses on fitting compensation to particular outcomes, incomplete contract theory focuses on decision making procedures and institutional design. This shift is focus is necessitated by the assumption that all contracts are incomplete in the sense that they do not specify the obligations of the contracting parties in every possible future state of the world. 104 The source of incompleteness is "bounded rationality," 105 a somewhat malleable term that includes an inability to negotiate future plans because parties "have to find a common language to describe states of the world and actions with respect to which prior experience may not provide much of a guide."
106 Thus, bounded rationality might include an inability to write contracts in such a way that they can be enforced by a third party.
107
Under incomplete contract theory the most important implication of incomplete contracting is the potential for "holdup."
108 Holdup occurs when one contracting party the seller"); id. at 499 (according to the property rights theory, "the owner of a firm has the right … to exclude others from using the firm's assets[, which] serves as a protection against ex post opportunism"). Were contracting costless, it would be possible in principle to design arrangements complete enough to circumscribe all surplus-eroding redistributive tactics and intricate enough to mitigate investment distortions. In practice, however, the costs of identifying contingencies and devising responses increase rapidly in complex or uncertain environments, placing economic limits on the ability of agents to draft and implement elaborate contractual agreements. When designing a contract, the parties may mitigate ex post opportunism and investment distortions by the use of more complete agreements, but at the cost of increased resources dedicated to crafting the document a priori. As a consequence, environmental characteristics that generate increased contracting costs should result in efficient contracts being less complete, whereas conditions that exacerbate the potential for ex post inefficiencies should lead to more exhaustive agreements. 203 (1997) . 108 The literature on holdups is voluminous, and substantial activity revolves around the case of Fisher Body and General Motors, first discussed in Klein et al., supra note 95. The subsequent debate over threatens another with economic harm unless concessions are granted by the threatened party. 109 The potential for holdup exists only within contractual relationships, not in initial contract negotiations, and it results from the investment of relationship-specific assets by one of the parties. Anticipation of holdup is said to motivate the structure of contractual relationships. In particular, the potential for holdup is said to encourage contracting parties to enter into long-term relationships or to vertically integrate.
Scholars often rely on incomplete contract theory to generate testable predictions about contractual relationships. These predications typically are based on the "discriminating alignment hypothesis," which holds that "transactions, which differ in their attributes, are aligned with governance structures, which differ in their cost and competence, so as to effect a transaction cost economizing result."
110 When motivated by this hypothesis, empirical studies of contracts attempt to identify and measure differences in the underlying transactions and to match those differences with governance structures. These studies address a range of organizational forms, from vertically integrated firms (hierarchy) to contracts between firms (market), as well as hybrid relationships, such as alliances and joint ventures.
Empirical work on incomplete contract theory has blossomed, 111 and the theory has spawned an extensive literature in the law reviews on appropriate judicial responses to incomplete contracts. Prominent streams within this literature include work on default rules 112 and judicial interpretation. 113 The primary concern addressed by this literature is the risk of ex post opportunism. 114 As noted above, the central problem that animates agency theory is the risk of moral hazard, which is a form of ex post opportunism.
115
Though the implications of ex post opportunism vary between agency theory and incomplete contract theory, the take-home lesson for present purposes is that under both of these economic theories, the central purpose of contracting is to address the risk of ex post opportunism. As we will see in Part II, that fundamental assumption drives almost all empirical studies of contracts.
II. Survey of Empirical Studies of Contracts: 1990-2006
This section surveys empirical studies of contracts from 1990 through 2006. Of course, the empirical study of contracts did not begin in 1990, 116 but the purpose of this survey is not to develop a comprehensive account of extant learning on contracts. Instead, we intend merely to reveal the sorts of questions that researchers ask about contracts. Not surprisingly, what we find is that economic theories play a dominant role in framing empirical work on contracts. (2004) (developing "a model of legal intervention that focuses on structural barriers that make it difficult for parties to solve a key problem of contracting: opportunism"). 115 See MILGROM & ROBERTS, supra note 5, at 167 (defining moral hazard as a "form of postcontractual opportunism that arises because actions that have efficiency consequences are not freely observable and so the person taking them may choose to pursue his or her private interests at others' expense"). Many economists use the terms as synonyms. See, e.g., Arruñada et al., supra note 70, at 258 (2001) . Cf. WILLIAMSON, supra note 5, at 101 ("Not only are the failures to self-disclose true attributes ex ante (adverse selection) and true performance ex post (moral hazard) both subsumed under opportunism, but the failure to tell the truth, the whole truth and nothing but the truth is implicated by opportunism."). For purposes of this survey, our conception of "empirical studies" is artificially narrow. We include only studies that use actual contracts as a primary data source. We omit studies of contracts that are based exclusively on surveys, 117 interviews, press releases or newspaper accounts, 118 industry publications, 119 government data, experimental methods, and the like. 120 We also exclude articles -found frequently in law journals -in which the authors used stylized contract terms, 121 illustrative contracts, 122 or contracts in judicial opinions.
123 Instead, we limit our survey to studies of actual contracts, including case studies. 124 Thus, studies that focus on the external effects of forming certain contractual relationships, rather than on the contracts themselves, are excluded. 125 Dispute resolution in various contractual settings is a popular topic of study, but articles in this genre generally are excluded from this survey on the ground that the researchers are focusing on legal process rather than on the content of contracts. 126 We do not deny that data sources other than actual contracts are important for the empirical study of contractual relationships, 127 especially given the difficulties that researchers often encounter in gaining access to private agreements. Nevertheless, we believe that our narrower conception of relevant empirical work is justified, given our modest goal for this survey.
In conducting this survey, we reviewed 40 top journals in six disciplines or subdisciplines: economics, financial economics, law and economics, strategy and management, sociology, and law. A list of the journals appears as Appendix I. Our review covered all articles published in the selected journals from 1990 through 2006. 128 Many of the journals did not publish even one qualifying article. If more scholars studied contracts empirically, we would have focused on a narrower range of years. At it stands, we located 52 empirical studies of contracts, which are listed in Appendix II.
Most of the empirical studies in the survey were conducted by economists or scholars who have embraced economic analysis of contracts. Lawyers draft contracts, but our survey shows that law professors rarely attempt to study contracts. 129 Of the 52 articles identified for the survey, 48 asked questions motivated by one or more of the economic theories discussed in Part I. 130 Parsing the economically oriented articles, we found that 31 relied primarily on incomplete contract theory, 131 12 relied primarily on agency theory, 132 and five relied substantially on both economic theories. 133 Of the four articles that did not rely on either of the economic theories, three were published in law reviews, 134 and one was published in a sociology journal. 135 Some of the articles in the survey focus on one type of provision and attempt to show that the selected provision is consistent with the predictions of the economic models. 136 Other studies compare the efficacy of contracts with other mechanisms for mitigating opportunism 137 A small number of studies attempt to describe and analyze an entire system of rights allocation. 139 Generally speaking, however, the studies in the survey appeared less concerned with explaining a particular set of contracts than with extending or refining the underlying economic theories.
140
As evidenced by the foregoing discussion, the economic theories discussed in Part I play a dominant role in framing empirical work on contracts. Nonetheless, we were pleased to find three articles motivated at least in part by the organizational theories discussed in Part III below. Kyle Mayer and Robert Salomon examined 405 service contracts from a single information technology firm in an attempt to show "how the resource-based view can complement the standard TCE approach to governance." 141 Victor Fleischer's study of "branding effects" in the Google initial public offering (IPO) and other transactions is included in our discussion of identity theory.
142 Finally, Kyle Mayer and Nicholas S Argyres draw on learning theory to inform their case study of a time series of 11 contracts concluded between the same two firms in the personal computer industry.
143 These examples illustrate the utility of drawing on organizational theories to enhance our understanding of the various functions and purposes of contracts in organizations and markets. Although few in number, the studies point to the potential influence that organizational theory may soon have on the empirical study of contracts. The empirical study of contracts is still a fledgling enterprise, and we hope that these new avenues of research will find an audience among contracts scholars to the same extent that agency theory and incomplete contract theory have done.
III. Organizational Perspectives on Contracts
The economic theories discussed in Part I do not purport to provide a comprehensive account of contracts. 144 Most of the empirical studies of contracts surveyed in Part II focus on the incentive structure or governance of contracts, leaving other provisions unexamined. In this Part, we draw on various organizational theories to enrich our understanding of contracts, sometimes supplementing and sometimes challenging the accounts provided by the economic theories.
Why organizational theories? Richard Scott has observed that "organizations are a prominent, if not the dominant, characteristic of modern societies."
145 Contracts often are created by organizations, and, in turn, each contract creates a new organization. The four theories highlighted here -resource theory, learning theory, identity theory, and institutional theory -represent different views of why organizations do what they do. We believe that contracts often carry the fingerprints of one or more of the processes discussed in these theories.
A. Resources
The resource-based view (RBV) may be the dominant theoretical approach of organizational strategy scholarship, which examines factors that enable firms to secure abnormally high rates of return. RBV scholars assess how organizations use tangible and intangible resources to gain sustained competitive advantages vis-à-vis their rivals.
146
Resources are assumed to be distributed heterogeneously within industries, creating opportunities for firms to differentiate themselves and capture value. 147 As resources
Many of the studies in our survey suggested that contract choice was a function of both opportunism and other considerations. See, e.g., Chisholm, supra note 86 (concluding that share contracts for actors are positively correlated with contract length, actor's experience, revenue-generating ability, and prior collaborations, thus "demonstrating that contract choice may be influenced, in part, by disincentive effects arising from moral hazard," but also showing that contract choice also may be affected by liquidity concerns); Paul L. Joskow, The Performance of Long-Term Contracts: Further Evidence From Coal Contracts, 21 RAND J. ECON. 251 (1990) ("A major challenge in structuring long-term coal supply contracts involves the specification of price and quantity adjustment provisions that both guard against opportunistic behavior and provide for flexibility to adapt to changing market conditions as the contractual relationship plays itself out over time"); Rachelle C. Sampson, The Cost of Misaligned Governance in R&D Alliances, 20 J. L. ECON. & ORG. 484 (2004) ("Collaborative benefits are diminished most by selection of governance that imposes excessive bureaucracy rather than governance that allows excessive opportunism hazards").
become more idiosyncratic and inimitable, they become more valuable to a firm and more crucial to the firm's competitive advantage.
148 An important ambition of RBV, therefore, is to identify the mechanisms that inhibit competitors from imitating a firms' resource base and that allow firms to develop competitive advantages.
RBV is different from the economic theories discussed in Part I. While those economic theories treat incentive alignment or governance as the primary motivation for contracts, RBV emphasizes resource use and deployment. 149 In short, under RBV the main function of contracts is to secure resources, thereby allowing the firm to capture future rents.
150 Thus, while incomplete contract theory focuses on the governance attributes of joint ventures and strategic alliances, 151 RBV emphasizes their strategic 148 Barney lists four resource attributes that contribute to competitive advantage: (1) value, "in the sense that it exploits opportunities and/or threats in a firm's environment"; (2) rareness; (3) imperfectly imitable; and (4) nonsubstitutability. Id. at 105. Barney suggested three types of resources: physical capital (e.g. plant and equipment), human capital, and organizational capital. The latter kind of capital constitutes resources embedded in firms' routines, leadership structure, or other design-oriented features. With respect to the topic of contracts, organizational capital includes the formal and informal relations formed by firms. 121 (1991) . Scholars have begun to explore ways in which technological capabilities affect governance, leading Mayer and Salomon to suggest that RBV may "complement the standard transaction cost approach to governance." Mayer & Salomon, supra note 141, at 944. They explain:
Although strong technological capabilities certainly lower the cost of internal production, a firm with these capabilities may also, because it understands the technologies relevant to a project, be better able to identify appropriate project suppliers and avoid low-quality subcontractors in a potential "market for lemons" (Akerlof, 1970) . The firm can do so because it can better evaluate a partner's skills, judge its readiness to perform the task, assess its ability to accept and receive guidance, and provide such guidance through technology transfer when necessary. Furthermore, strong technological capabilities lower the cost of external governance by enabling more effective monitoring. The firm has a better understanding of what problems to look for when contracting and how much progress to expect from a supplier. In short, firms with technological capabilities can overcome potential information asymmetries when governing suppliers. Strong technological capabilities may even help a firm craft better ex ante contracts to clearly define the roles and responsibilities of each party, specify the knowledge to be exchanged, identify appropriate milestones, stipulate monitoring mechanisms, and introduce appropriate pecuniary incentives. For these reasons, we expect a firm with superior technological capabilities to be able to govern external market exchanges better than a firm without such capabilities.
Id at 945. 150 GM's acquisition of Fisher Body is typically portrayed as motivated by the potential for opportunism. See infra note 108. Casadesus-Masanell and Spulber take a different tack, however, arguing that the merger was designed "to assure GM adequate supplies of auto bodies, to synchronize the two companies' operations, and to provide GM with access to the executive talents of the Fisher brothers." Casadesus-Masanell & Spulber, supra note 108, at 68. This is a nice illustration of RBV.
151 Ranjay Gulati, Does Familiarity Breed Trust? The Implications of Repeated Ties for Contractual Choice in Alliances, 38 ACAD. MGMT. J. 85, 85 (1995) ("firms use equity alliances when the transaction costs associated with an exchange are too high to justify a quasi-market, nonequity alliance"); Oxley, supra note 140, at 388 ("In choosing among different interfirm alliance types, the logic of transaction cost economics suggests that more 'hierarchical' alliances will be chosen for transactions where contracting hazards are more severe.").
importance. These perspectives are not mutually exclusive, but contracts scholars who relied exclusively on incomplete contract theory would miss important insights about the strategic purpose of contracts. Scholars have identified three isolating mechanisms that make resources inimitable and, therefore, advantageous to the firm: path dependence, causal ambiguity, and property rights. 152 We discuss each of these mechanisms in turn.
The path dependence of competitive advantage implies that a firm has a long experience with a particular set of resources.
153 Developing new strategic capabilities can be risky. As a result, firms tend to build on existing competencies rather than trying to acquire new competencies. 154 Further, because resources are learned, developed, or acquired over time, rivals find it very difficult to duplicate specific advantages.
155
Firms that seek to build new competencies often acquire them from other firms. Given the risks associated with strategic change, however, firms typically seek to obtain substantial information before committing to new strategic ventures or developing new competencies. Firms may use contracts as a mechanism for acquiring information and experimenting with new capabilities. For example, Kim and Mahoney argue that organizations use joint ventures to search for and assess information about potential longterm relationships with other firms.
156 Joint ventures and strategic alliances are (relatively) low-cost contractual arrangements that facilitate testing for compatibility of resources and exploring of potential synergies. RBV's insight is that firms often design contracts like joint ventures and strategic alliances to experiment creatively with new resource arrangements.
Resources may also be inimitable because of causal ambiguity. In other words, rivals may find it difficult to identify the precise source of a firm's competitive advantage.
157 Rivals may attempt to copy the wrong resources or try to acquire less effective capabilities with the belief that those resources or capabilities lead to the leading 152 Richard P. Rumelt, "Towards a Strategic Theory of the Firm," in ROBERT B. LAMB ED., COMPETITIVE STRATEGIC MANAGEMENT 556 (1984) . 154 The notion that firms should enhance their current competencies is sometimes referred to as exploitation, while searching for new potential competencies is exploration. See, James G. March, Exploration and Exploitation in Organizational Learning, 2 ORG. SCI. 71 (1991) . March argues that firms should seek a balance of exploitation and exploration. 155 The flip side of this, however, is that firms with competitive advantages may suddenly lose that advantage in a changing environment. firm's performance. Sometimes the exact source of a firm's advantage may be invisible to outsiders, as is the case with trade secrets.
158 At other times, the complexity of resource and capability combinations may make it difficult, if not impossible, for competitors to replicate an advantage.
159
Firms may try to devise contracts that make resource contributions to the firm more ambiguous and therefore more difficult to replicate. Contracts may omit certain details in the interest of preventing firm-specific resources from escaping and spreading. For instance, some scholars have argued that knowledge is a crucial organizational resource that leads to the earning of Ricardian rents. 160 Liebeskind notes that knowledge is difficult to protect with patents or copyrights, and it is not always easy to detect illegal imitation.
161 Knowledge transfers from one organization to another occur in a fairly invisible, and sometimes unintentional, fashion. Firms may try to limit knowledge sharing through employee conduct rules, but given the common ability to transfer knowledge without detection, firms may need to put in additional organizational restrictions that are not apparent in the contract. More pertinent to our argument, contracts may be designed to obscure the resource contribution of the transaction (e.g., making it difficult to identify what firms are contributing to a joint venture).
Ultimately, the value of protecting knowledge and other intangible resources may depend, as noted above, on uncertainty in the environment. Firms in rapidly-shifting environments may find it in their best interest to loosen the constraints of employee contracts and allow them to share knowledge freely with competitors and potential collaborators.
162 By making the employment contract more flexible, firms in turn make their resource base more adaptive to sudden shifts in the market that require on-the-fly innovation. Thus, in highly uncertain and rapidly-changing industries, opportunism may be firms' last priority when designing employee contracts.
The final isolating mechanism associated with RBV is property rights. By creating legal barriers to imitation (e.g., patents), firms attempt to protect prized resources. 163 Property rights tend to be most important when a resource is easily observed and replicable. Property rights allow firms to extract rents more easily from tangible resources, such as technological innovations. This final mechanism is most commonly associated with contracts. Firms, after all, secure long-term commitments to resources through legal contracts. But RBV also encourages us to consider the other resource considerations of making contracts.
For example, Miller and Shamsie argue that the importance of property rights in securing critical resources depends on the amount of uncertainty in the organization's environment. 164 As uncertainty increases (associated with technological and competitive instability), a firm should rely less on legal means of protecting resources in an attempt to become more flexible and adaptive. According to their thesis, contracts -as a means of capturing the value of resources -should be less vital to a firm's competitive advantage in markets characterized by high uncertainty. 165 Thus, RBV might offer insights regarding the completeness of contracts. Incomplete contracts do not specify all relevant contingencies, given the possibility for a variety of different outcomes and the difficulty of predicting outcomes.
166 When resource uncertainty is high, the incompleteness of contracts may contribute to the competitive advantage of the firm for a reason that has nothing to do with opportunism. On the other hand, when uncertainty is low firms should find more value in specifying more contingencies and securing the long-term commitment of particular sets of resources.
In sum, RBV focuses scholarly research of contracts on the kinds of resources used to create and capture value and the various ways that firms might use contracts in these endeavours. In contrast to incomplete contract theory, which emphasizes opportunism, RBV provides insights into the various ways that firms may design contracts to use and deploy resources critical to the creation or maintenance of competitive advantages.
B. Learning
Organizational theorists have created an impressive literature on organizational learning, 167 which is related to, but distinct from, individual learning. 168 While learning by individuals does not necessarily lead to changes in individual behavior, many organizational theorists conceive of organizational learning as organizational change.
169
In their seminal work in the field, Richard Cyert and James March describe firms as adaptive learning systems.
170 Under this view, firms address uncertainty by developing standard operating procedures. The efficacy of these procedures is tested through experiences that lead to incremental change: effective procedures are retained, and ineffective procedures are modified. Scholars writing after Cyert and March distinguished incremental and radical change.
171 Whereas incremental change focuses on local outcomes, radical change affects an organization's fundamental commitments.
Contracts may contain the evidence of learning. Kyle Mayer and Nicholas Argyres' study of inter-firm contracts in the personal computer industry provides evidence that firms use contracts as "repositories of knowledge" about the working relationship between partnering firms.
172 Past problems experienced in the interfirm relationship led to an altering of the contract. Over time the contract becomes a record of things learned and obstacles overcome.
173
A paradigmatic example in which incremental learning is memorialized via contractual changes is the development of the modern franchise agreement by Ray Kroc and McDonald's Corporation. 174 Some features of McDonald's innovative franchise structure were forced upon Kroc by the McDonald brothers, Dick and Mac. For example, when the McDonald brothers insisted that Kroc limit the initial franchise fee to $950 and the ongoing royalty to 1.9% of franchisee sales, Kroc realized that he could not make money as other franchises had through the mere sale of franchise rights. While Kroc initially dreamed of making money through the sale of shake mixers to his franchisees, 175 "the beginning of real income for McDonald's" lay in the leasing and subleasing of stores to franchisees.
176 Kroc eventually introduced many innovations to franchising, including the paradigm-shifting QSC (Quality, Service, Cleanliness) program; contractual rights of first refusal instead of exclusive territories 177 ; and prohibitions on transfer of the franchise without the franchisor's consent. 178 Many of these innovations were embedded in the McDonald's franchise agreements or in the operations manual, which is incorporated by reference into the franchise agreements.
179
Of course, the fact that organizations learn from their experiences and incorporate that learning into their contracts hardly seems revolutionary for the empirical study of contracts. 180 For present purposes, the more important lesson from learning theory is that contracts become routine solutions to common problems faced by organizations. Rather than pursuing a negotiated settlement to a particular circumstance, contracts often are formalized routines created without much thought to concerns about opportunism.
The routinization of contracts may seem like an effective solution to the costliness of creating situational contracts. Writing each contract sui generis expends resources that the firm might better use elsewhere. But routinization also creates hidden costs that are incurred when actors choose to depart from established routines. Routines build interdependence with other components of the organization. The learning literature points to interdependence and complexity as outcomes of organizational learning. 181 As an organization creates more and more routines, those routines become increasingly layered 175 Killion, supra note 174, at 164. 176 LOVE, supra note 174, at 88. 177 See Schupack v. McDonald's System, Inc, 264 NW2d 827, 830-31 (1978) :
At first McDonald's would occasionally grant exclusive territories to a franchisee, which would give the franchisee an absolute right to any new stores opened in the territory. This practice, however, proved to be detrimental to McDonald's growth because if the holder of the exclusive territory was satisfied with a certain number of units, McDonald's growth in that area would come to standstill. A change was made from exclusive territories to a Right of First Refusal. The Right was better suited to McDonald's desire to expand since they could still build a unit and offer it to another party, if the holder of the Right refused the new store.
Azoulay and Shane claim that McDonald's policy of nonexclusivity was appropriate to the mature franchise, but not to the young franchise. Azoulay & Shane, supra note 133, at 354. and interconnected, such that a change in one routine necessitates changes in other routines in the organization. Considering contracts as a particular type of routine helps us understand why changing contracts or adapting them to specific circumstances can be a very difficult and costly action.
182 If the contract's form is intertwined with dozens of other organizational processes, then it is conceivable that over time a particular contract form will become increasingly rigid and subject to inertia.
183
These insights may help to explain why some franchisors have difficulty adapting to changes in their external environments. The canonical case here is Chicken Delight, whose business model called for the sale of paper products and cooking equipment to the franchisees. Shortly after those sales were held to be an illegal tie for purposes of antitrust law, 184 the Chicken Delight franchise system in the U.S. folded. We suspect that Chicken Delight failed to adapt after the court ruling because its entire system of production was based on interdependent routines tied in with the specific franchising contract. When that contract was ruled illegal, the costs of adapting the system to a new franchising arrangement were too high for the organization, forcing it to close its doors.
Azoulay and Shane provide a more systematic examination of this problem in their study of exclusive territory provisions in franchise agreements:
Despite the benefits of exclusive territories, some entrepreneurs fail to adopt this policy. The reason is not that they face higher costs of adoption. Rather, their limited knowledge of contracting leads them to overlook the importance of the franchisor encroachment problem when designing their contracts. Because franchise agreements are sticky, and bounded rationality prevents these entrepreneurs from identifying the payoffs associated with adoption, we often observe nonexclusive arrangements persisting until failure. SCI. 446 (2003) . Sorenson argues that interdependence prohibits firms from optimizing routines independently of one another: "[C]hanges in one activity of the organization might require concomitant changes in other activities. Interdependence, therefore, fosters bureaucratic inertia within the organization." Id. at 448. 183 For a more thorough discussion of inertia, see Michael T. Hannan & John Freeman, Structural Inertia and Organizational Change, 49 AM. SOC. REV. 149 (1984) . 184 Siegel v. Chicken Delight, Inc., 448 F.2d 43 (9th Cir. 1971 ), cert. denied, 405 U.S. 955 (1972 . 185 Azoulay & Shane, supra note 133, at 353 (2001) . Azoulay and Shane attribute the "stickiness" of franchise agreements to bounded rationality and transaction costs:
Entrepreneurs will persist with initially selected routines until they fail…. First, entrepreneurs cannot change their routines unless they first recognize that those routines are flawed. This recognition requires an understanding of the cause-effect relationship between organizational design and firm performance, which many entrepreneurs lack. Second, even if an entrepreneur recognizes that a routine is flawed, he or she may be unable to change it. The changing of contract provisions involves incurring significant transaction costs that make the provisions sticky to adjustment.
Id. at 340.
Firms may also develop specific contractual provisions as an outcome of collective learning processes. "Population-level learning" results from the interaction of organization-level learning, imitation, and selection mechanisms. 186 As a certain routine emerges within an organization, peer organizations may imitate that routine, especially if it appears to solve a commonly-faced problem, which spreads the routine throughout the population. If the diffused routine contributes to the survival and success of adopting organizations, we can say that the population collectively learned an effective attribute.
Just as routines may ossify within a single organization, "boilerplate" contract provisions may have an inertial effect on population-level activities. Kahan and Klausner have described the "network effects" of boilerplate. 187 Such network effects may result in suboptimal "boilerplate" provisions that are used widely by firms in the same industry. 188 The lesson from organizational learning theory seems to be that contracts are not always optimally designed. In fact, as a contract becomes accepted as routine, over time it may become less and less optimal. Yet the reason for their persistence is that contracts, at least originally, help organizations find solutions to common problems faced by the organization. Organizations fight a continual battle to find routines that enhance their predictability and reproducbility while not threatening their long-term adaptiveness.
In sum, learning theory suggests that we consider contracts to be both inputs to learning processes and outcomes of learning. As inputs, contracts may assist organizations in developing incremental changes in their structure. As outcomes, contracts are routines that are learned through experience with relational contracting and that contribute to organizational inertia.
C. Identity
Social identity theory was developed to explore issues of intergroup discrimination among individuals. 189 Organizational theorists have extended social identity theory to the organizational context. 190 In that context, identity is generally understood to be the central, enduring, and distinctive character of an organization. 191 Organizational identity has profound implications for organizational behavior, not the least of which is the facilitation of coordination, communication, and learning within the organization. 192 Formulating a coherent identity also is essential to any organization's survival. While individuals may be able to survive with a confused or mistaken identity, organizations with incoherent identities may be unrecognizable to consumers and others in the marketplace. Formulating "who we are" as an organization, then, is a necessity for any successful organization. 193 The most significant challenge in studying identity, whether individual or organizational, is that identity is unobservable. 194 As a result, identity scholars have embraced the assumption that "identity is as identity does." 195 Evidence of identity is found in the "categorical self-descriptors used by social actors to satisfy their identity requirements." 196 The categorical self-descriptors that organizations use may be found in their choice of organizational form 197 or in their preference for certain organizational practices, including contracting practices.
Contracts offer organizations a unique opportunity to express their primary identity requirements: continuity and distinctiveness. 198 Given the importance of a clearly-defined identity for survival, organizations may use contracts (and other institutionalized moments of self-representation) to express identity -stating not only what they are but also what they are not. In other words, contracts afford organizations the opportunity to stake out their identity and defend their claims to distinctiveness.
Many high-profile mergers, for example, contain apparent identity provisions. In connection with their merger, Disney and Pixar created a set of "Policies for Management of the Feature Animation Businesses." 199 The primary purpose of the two-page document seems to be the maintenance of Pixar's identity. Indeed, one of the provisions establishes a committee whose purpose is "to help maintain the Pixar 'culture. '" 200 In addition, Pixar is to retain its name and headquarters, and " [t] he Pixar sign at the gate shall not be altered." 201 A striking manifestation of identity in contractual form is the recent advent of "Cooperative LLCs." In the summer of 2006, for example, three dairy families in Monticello, Wisconsin purchased the Edelweiss Creamery and, along with two of the prior owners of the creamery, formed the Edelweiss Graziers Cooperative ("Edelweiss"). 202 The dairy families produce milk using an innovative grazing method, 203 and the cheesemakers use that milk to create Emmentaler cheese using a tradtional Swiss copper vat. 204 But what is most unusual about Edelweiss is the ownership structure of the cooperative. Unlike traditional business cooperatives, which are owned exclusively by patron members, 205 Edelweiss is owned by both patron (the dairy farmers) and nonpatron (the cheesemakers) members. 206 Edelweiss was the first business organized as an "unincorporated cooperative association" under a Wisconsin statute adopted in 2006. 207 Following the lead of four other states, 208 Wisconsin created the unincorporated cooperative association statute to allow outside equity investors in cooperative enterprises. 209 This new business form, sometimes referred to as a "Cooperative LLC," has attracted the interest of the National Conference of Commissioners on Uniform State Laws, which has formed a drafting committee for the purpose of creating a uniform statute.
Why would an artisanal cheesemaker like Edelweiss form an unincorporated cooperative association rather than a limited liability company or some other organizational form? The antitrust exemptions normally associated with cooperatives have no potential utility for a small business like Edelweiss. 210 And any tax advantages available under Subchapter T of the Internal Revenue Code would be equally available to a limited liability company. 211 Moreover, the traditional transaction-cost explanations for agricultural cooperatives suggest that their attractiveness lies in the homogeneity of the owners, 212 a feature that is conspicuously absent in unincorporated cooperative associations. While the cooperative form may have some positive branding effects, 213 the broader development and use of cooperatives in Wisconsin suggests that use of the cooperative form is, in large part, a statement of identity.
Contracts may be used by organizations to transmit their identity to important stakeholders. By relaying certain messages about the identity of the firm via contract, agents may intend contracts to create loyalty and identification with the organization. In particular, employment contracts often contain identity messages that employers hope to inculcate in employees. 215 Contracts are an initial stage of identity formation for the employee. They not only tell the employee a great deal about the organization's identity, but they also indicate what kind of identity the employee should try to cultivate when working under the auspices of the organization and generate reciprocal obligations between employer and employee. 216 Similarly, contracts may be designed to communicate images to a wider audience. In his case studies of the Google initial public offering and other deals, 217 for example, Victor Fleischer describes the "branding effect" of legal infrastructure. 218 In sum, identity theory encourages us to think about how contracts are used to designate certain identity characteristics of the organization and to communicate images that the organization wishes to establish among particular audiences. Thus, contracts are as much symbols as they are instruments to obtain certain ends.
D. Legitimacy & Isomorphism
Institutional theory posits that organizational behavior is often generated by the need to be seen as legitimate and engaged in socially appropriate behavior. 219 Some of holdovers of hotter times, and legacies of previous struggles lost or partly wonconstituted platforms and building blocks for subsequent struggles against the corporation, for renewed efforts to organize alternatives, and for the construction of an increasingly well-developed, cooperative and publicly based pathway within American 'liberal market' capitalism.
the predictions of institutional theory overlap with those of identity theory -for example, organizations may symbolically adopt certain behaviors to appear legitimate to key stakeholders -but institutional theory's unique contribution is to specify mechanisms that allow organizations to enhance their legitimacy. Typically, organizations gain legitimacy by conforming to accepted standards and norms, which in turns leads to increasing similarity or isomorphism.
DiMaggio and Powell's classic article on isomorphism sought to explain "why there is such startling homogeneity of organizational forms and practices." 220 To explain this tendency, they identified three main main types of institutional isomorphism: coercive, mimetic, and normative isomorphism. 221 Coercive isomorphism involved the adoption of similar practices due to forced constraint by some external organization upon which other organizations depend for resources. Mimetic isomorphism occurs when organizations are uncertain about how to accomplish certain goals, which leads them to look to peer organizations as models for behavior. Normative isomorphism occurs as organizations adopt practices defined as appropriate by a governing or norm-setting body, such as a professional association.
The development of modern venture capital contracts illustrates each of the three forms of isomorphism. These contracts -typified by the use of convertible preferred stock -were developed by Silicon Valley lawyers in the late 1970s and early 1980s. 222 The product of much experimentation, venture capital investments coalesced around convertible preferred stock for a combination of advantageous governance and regulatory features. 223 While this development has generally been viewed as a form of "competitive isomorphism," 224 the effect of the taxation system on these contracts is a form of coercive isomorphism.
The Silicon Valley lawyers who developed the form of modern venture capital contracts "acted first to transmit norms and typifications among otherwise isolated clients, then to formulate and sponsor a variety of competing prescriptions for practice, and ultimately to export the emerging 'Silicon Valley model' beyond the community's borders." 225 The legal profession, therefore, became a de facto standard-setting body for the venture capital industry. This suggests normative isomorphism.
The influence of the Silicon Valley model of venture capital contracting has not been limited to the United States. The fact that convertible preferred stock is used in many other countries, which do not share important regulatory features of the U.S. system, may suggest the overriding importance of the governance features of convertible preferred stock. Or it may suggest the presence of mimetic isomorphism.
A major contribution of this literature is to point out that organizations may adapt to their environment not to achieve technical-rational ends, but to be seen as legitimate. Routines, structures, and other organizational features develop as formal responses to elaborate responses to societal myths about rationality. 226 Externally, organizations adopt these routines to appear legitimate, even though these same routines may be decoupled from actual practice. 227 One implication of institutional theory is that contracts may have become another ritualized aspect of the organization that represents an organization's need for legitimacy. While contracts clearly have instrumental purposes, as so neatly described by neoclassical economics, TCE and RBV, contracts also have a ceremonial function. When organizations offer contracts to second-parties, they often do so as a symbolic gesture of legitimacy, demonstrating that they play by the same rules of rationality that the rest of the modern world abides. Thus, contracts come to represent a symbolic rite of passage into the modern world of corporate business.
Institutional theory also suggests that contracts may evolve over time as organizational actors collectively seek solutions to common problems. As organizations face similarly uncertain situations, they may try to find rational solutions to these problems by looking to those organizations that have the most prestige. 228 Mimicry of high status organizations' contractual elements soon leads to a diffusion of a new contractual form among organizations in an entire industry (or field, as institutional theorists describe it). Thus, one implication of institutional theory is that adaptation of contracts over time may proceed in a fad-like fashion, with lower status firms continually conforming to new standards set by high status firms.
In sum, institutional theory suggests that contracts represent attempts by organizations to achieve legitimacy in a highly rationalized, corporate world. In seeking legitimacy, organizations adopt certain contractual elements that conform to developing standards of rational organizational behavior. Thus, contractual elements tend to change in a fad-like fashion.
Conclusion
In his well-known article introducing the concept of the business lawyer as "transaction cost engineer," 229 Ron Gilson suggests that "the tie between legal skills and transaction value is the business lawyer's ability to create a transactional structure which reduces transaction costs and therefore results in more accurate asset pricing." 230 In the foregoing sections, we suggest that business lawyers may be doing much more than transaction cost economization.
The organizational theories discussed above reveal the diverse purposes of contracts and the various roles that lawyers play when drafting contracts. Lawyers are more than "transaction cost engineers." RBV suggests that lawyers serve as strategic advisors, helping organizations to explore and acquire resources that (potentially) create value. Learning theory emphasizes the role of lawyers as participants in a long-term learning process, assisting firms to routinize certain transactions. In this role, lawyers are an important conduit of experience and knowledge. Identity theory frames contracting as an activity that reinforces or establishes organizational identity. Effective lawyers draft contracts that accurately reflect their clients' identities, develop and maintain their clients' brands, and nurture their clients' reputations. Finally, institutional theory highlights the extent to which contracts communicate legitimacy to a broader set of stakeholders. Lawyers are an important professional audience that establishes the boundaries of appropriateness that govern organizational contracting. Lawyers are not only helping firms to make legitimate contracts, they also define appropriate contracts.
